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How much will Rates Rise? According to Policymakers…

The 2017 median appropriate Fed funds rate remained unchanged at 1.38 percent and the 2018 
median appropriate rate also remained unchanged at 2.13 percent.

Fed Fund futures are pricing at the lower end of the 2018 and 2019 forecasts.

March – June Dot Plot Comparison

Source: Federal Reserve Board and Wells Fargo Securities, LLC
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U-3 and U-6 Unemployment

The steep decline in the 
unemployment rate since the 

peak in 2010 is primarily 
attributed to the decline in the U3 

and U6 employment rates.

U3, U4, U5 and U6

Source: BLS, Wells Fargo Securities, LLC
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But Concerns Remain…

The participation rate has followed the decline in the unemployment rate, suggesting some of 
the decline in unemployment is not due to job creation.  

Labor Force Participation Rate and Unemployment

Source: BLS, Wells Fargo Securities, LLC
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…and inflation remains below the 2 percent target…

The argument to keep rates low has been 
focused on inflation, with international 

weakness and low oil prices putting 
downward pressure on inflation expectations.

Source: BLS, University of Michigan and Wells Fargo Securities, LLC

5-Year Inflation Expectations in  5 Years PCE Core Deflator Remains Below Forecast

“There is…uncertainty about when -- and 
how much -- inflation will respond to 
tightening resource utilization.”

Fed Chair Janet Yellen
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GDP Growth

Quarterly U.S. GDP growth 
ticked up in Q2, and the FOMC’s 

full-year GDP growth is 
expected to be 2.2 percent, up 

from the 2.1 percent forecast in 
March.

The long-term expectation is for 
GDP growth to continue in a 

sub-3 percent range.

U.S. Quarterly GDP

Source: BEA, Wells Fargo Securities, LLC
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Market Expectations for Short-Term Rates
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When will the Fed raise rates? Markets continue to trade 

Eurodollar and Fed funds futures contracts have slightly subsided after rising sharply in 
anticipation of rate hikes in early 2017.

Source: CBOT, ICE, Bloomberg and Wells Fargo Securities, LLC
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Market Expectations for the U.S. Economy and Policy Normalization

Market expectations for the U.S. 
economy and monetary policy 
normalization have improved.

Consensus Forecasts for End-2017 U.S. 10-Year Treasury Yield
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Credit Risks

Credit risks have declined amid 
improvement in banks and the 

corporate sector, but 

Credit Risks

Source: IMF, Wells Fargo Securities, LLC
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Net Leverage of S&P 500 Companies

Median corporate leverage among 
big firms has grown steadily and 

is close to a historical peak.

Net Leverage

Source: IMF, Wells Fargo Securities, LLC
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Stages of a Stylized Credit Cycle

Deteriorating balance sheet 
fundamentals and credit 

conditions signal a late stage of 
expansion in the credit cycle.

Stages of a Stylized Credit Cycle

Downturn Repair

RecoveryExpansion

August 2007 – March 2009
 Falling credit growth
 Falling profits, rising leverage, 

weakened cash flow
 Credit undervaluation

July 2004 – August 2007
 Excessive risk taking
 Rapid credit growth
 Rising profits, rising leverage, 

large-scale M&A and capex
 Credit overvaluation

March 2009 – December 2009
 Companies try to shore up 

balance sheets
 Weak credit growth
 Falling profits and leverage
 Credit undervaluation

July 2004 – August 2007
 Improving momentum
 Accelerating credit
 Rising profits, falling leverage
 Valuations close to fair value and 

rising

Source: IMF, Wells Fargo Securities, LLC
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Net Leverage of S&P 500 Companies by Sector

Eight out of ten sectors have seen 
an increase in leverage relative to 

the 2004 – 2006 time period.

Net Leverage by Sector

Source: IMF, Wells Fargo Securities, LLC
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Corporate Debt Service and Interest Rates

The debt service burden for the 
corporate sector as a whole has 

risen in advance of movements in 
the Fed funds rate.

Corporate Debt Service and Interest Rates

Source: IMF, Wells Fargo Securities, LLC
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Macro Considerations for Short-Term Markets
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Corporate Cash Holdings on Balance Sheet

Corporate cash continues to rise, 
but cash holdings as a percent of 
balance-sheet assets are tapering.

This suggests that assets are 
rising even faster than cash 

accumulation, which could mean 
an increase in earnings and 

leverage.

Corporate Cash Holdings on Balance Sheet

Source: IMF, Wells Fargo Securities, LLC
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Unrepatriated Income by Sector

Cash windfalls from repatriation 
would likely accrue to cash 

abundant sectors:

Primarily Healthcare and IT, who 
hold 60 percent of the $2.2 

trillion in unremitted foreign 
earnings.

Unrepatriated Income, by Sector

Utilities 2%
Energy 8%

Real estate 1%
Telecomm 1%

Materials 3%

Consumer 
discretionary 8%

Industrials 3%

Information 
technology 38%

Consumer staples
9%

Health care 27%

Source: IMF, Wells Fargo Securities, LLC



Sector Performance in a Rising Rate Environment
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Does it make sense to move to floaters in a rising rate environment? It depends…

History shows that forward rates frequently overshoot actual movements in short-term rates, 
making a case for not being heavily underweight duration just because rates are rising.  

If investors move from fixed to floating and actual floating rates stay lower than
forward rates, the floating rate position underperforms the fixed-rate alternative

Source: ICE, Bloomberg, and Wells Fargo Securities, LLC
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Investment Landscape: U.S. Corporate Bonds (1-3 Years)

Corporate spreads have 
demonstrated stability during the 

three previous rate-tightening 
cycles. 

U.S. Corporate Bonds (1-3 Years)

Source: Bloomberg, Yield Book, Wells Fargo Securities, LLC
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Investment Landscape: U.S. Corporate Bonds (1-3 Years)

1-3 Year corporate notes continue 
to push tighter compared to their 
their 4-Year median spread levels. 

U.S. Corporate Bonds (1-3 Years)

Source: Bloomberg,, Wells Fargo Securities, LLC
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Source: Bloomberg, Federal Reserve, Wells Fargo Securities, LLC

Returns shown are the annual total returns of select Bank of America Merrill Lynch indices.  This Table of Short Duration Returns is a comprehensive representation of relative sector 
performance for a 12-year period through 12/31/2006. 

Investment Landscape: Annual Returns for Short Duration Sectors
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The Debt Ceiling: This Time It’s Different? 

Source: Wells Fargo Securities, LLC, Bloomberg

Short-term Market Psychology is Oscillating

All aboard the Debt Ceiling 
Train…

Sentiment about the likelihood of 
technical default is shifting 

day-to-day.
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The Debt Ceiling: This Time It’s Different? 

Source: Wells Fargo Securities, LLC

Timing

Thoughts on the Debt Ceiling

Comments from the 
Administration suggest a 
willingness to prioritize 

payments…

Late Q3 – early Q4 remains best estimate for the 
exhaustion of “extraordinary measures

Politics
Administration may be willing to allow a government 
shutdown 

“Our country needs a good ‘shutdown’ in 
September to fix mess. ” 

— President Trump
May 2, 2017

Supply

1. TSY cash position is likely to be squeezed 

2. Could constrain bill supply

3. FOMC run-off caps could help
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Disclaimer

This publication is intended for institutional accounts only (as defined in FINRA Rule 4512), please do not forward.

This Commentary is a product of Wells Fargo Securities Fixed Income Sales and Trading and is not a product of Wells Fargo Securities, LLC’s Research, Economics and 
Strategy. The views expressed herein might differ from those of Research, Economics and Strategy.

This communication is for informational purposes only, is not an offer, solicitation, recommendation or commitment for any transaction or to buy or sell any security or 
other financial product, and is not intended as investment advice or as a confirmation of any transaction. Interested parties are advised to contact the entity with which they 
deal, or the entity that provided this report to them, if they desire further information. 

WFS and its investment representatives do not act as Municipal Advisors and only provide investment advice or recommendations with respect to bond proceeds as 
permitted by available exemptions.

Accuracy of Information
The information in this report has been obtained or derived from sources believed by Wells Fargo Securities, LLC to be reliable, but Wells Fargo Securities, LLC does not 
represent that this information is accurate or complete. Any opinions or estimates contained in this report represent the judgment of Wells Fargo Securities, LLC at this 
time and are subject to change without notice. Wells Fargo Securities, LLC and its affiliates may from time to time provide advice with respect to, acquire, hold or sell a 
position in, the securities or instruments named or described in this report. 

Important Disclosures Relating to Conflicts of Interest and Potential Conflicts of Interest
Wells Fargo Securities, LLC may sell or buy the subject securities to/from customers on a principal basis. Wells Fargo Securities, LLC has or may have proprietary positions 
in the securities mentioned herein. The trading desk has or may have proprietary positions in the securities mentioned herein. The author's compensation is based on, 
among other things, Wells Fargo Securities, LLC's overall performance, the profitability of Wells Fargo Securities, LLC's Markets Division and the profitability of the trading 
desk. 

About Wells Fargo Securities
Wells Fargo Securities is the trade name for the capital markets and investment banking services of Wells Fargo & Company and its subsidiaries, including but not limited 
to Wells Fargo Securities, LLC, a member of NYSE, FINRA, NFA and SIPC, Wells Fargo Prime Services, LLC, a member of FINRA, NFA and SIPC, and Wells Fargo Bank, 
N.A.  Wells Fargo Securities, LLC and Wells Fargo Prime Services, LLC are distinct entities from affiliated banks and thrifts.

Copyright© 2017 Wells Fargo Securities, LLC

SECURITIES: NOT FDIC:-INSURED/NOT BANK-GUARANTEED/MAY LOSE VALUE
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